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INTRODUCTION

This document,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and the Senate Committee on Finance, provides
an explanation of tax legislation enacted in the 109th Congress.
The explanation follows the chronological order of the tax legisla-
tion as signed into law.

For each provision, the document includes a description of
present law, explanation of the provision, and effective date.
Present law describes the law in effect immediately prior to enact-
ment. It does not reflect changes to the law made by the provision
or subsequent to the enactment of the provision. For many provi-
sions, the reasons for change are also included. In some instances,
provisions included in legislation enacted in the 109th Congress
were not reported out of committee before enactment. For example,
in some cases, the provisions enacted were included in bills that
went directly to the House and Senate floors. As a result, the legis-
lative history of such provisions does not include the reasons for
change normally included in a committee report. In the case of
such provisions, no reasons for change are included with the expla-
nation of the provision in this document.

In some cases, there is no legislative history for enacted provi-
sions. For such provisions, this document includes a description of
present law, explanation of the provision, and effective date, as pre-
pared by the staff of the Joint Committee on Taxation. In some
cases, contemporaneous technical explanations of certain bills were
prepared and published by the staff of the Joint Committee. In
those cases, this document follows the technical explanations.

Part One of this document is an explanation of the provision re-
lating to the acceleration of the income tax benefits for charitable
cash contributions for the relief of victims of the Indian Ocean tsu-
nami (Pub. L. No. 109-1).

Part Two is an explanation of the provision relating to the exten-
sion of the Leaking Underground Storage Tank Trust Fund financ-
ing rate (Pub. L. No. 109-6).

Part Three is an explanation of the provision relating to the tax
treatment of certain disaster mitigation payments (Pub. L. No.
109-7).

Part Four is an explanation of the provisions of the Surface
Transportation Extension Act of 2005, Parts I—VI (Pub. L. Nos.
109-14, 109-20, 109-35, 109-37, 109—40, and 109-42), relating ex-
tensions of the Surface Transportation Act.

Part Five is an explanation of the energy tax policy incentive
provisions of the Energy Policy Act of 2005 (Pub. L. No. 109-58)

1This document may be cited as follows: Joint Committee on Taxation, General Explanation
of Tax Legislation Enacted in the 109th Congress (JCS-1-07), January 17, 2007.
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relating to electricity infrastructure, domestic fossil fuel security,
conservation and energy efficiency, and alternative motor vehicles
and fuels incentives.

Part Six is an explanation of the provisions of the Safe, Account-
able, Flexible, Efficient Transportation Equity Act: A Legacy for All
Users (Pub. L. No. 109-59) relating to highway trust fund reau-
thorization and excise tax reform and simplification.

Part Seven is an explanation of the provisions of the Katrina
Emergency Tax Relief Act of 2005 (Pub. L. No. 109-73) relating to
special rules for use of retirement funds, employment relief, chari-
table giving incentives, and additional tax relief provisions relating
to Hurricane Katrina.

Part Eight is an explanation of the provision of the Sportfishing
and Recreational Boating Safety Amendments Act of 2005 (Pub. L.
No. 109-74) relating to preserving law existing prior to the
Sportfishing Act.

Part Nine is an explanation of the provisions of the Gulf Oppor-
tunity Zone Act of 2005 (Pub. L. No. 109-135) relating to establish-
ment of the Gulf Opportunity Zone, tax benefits related to Hurri-
canes Rita and Wilma, other tax provisions, and tax technical cor-
rections.

Part Ten is an explanation of the provision relating to the exten-
sion of parity in the application of certain limits to mental health
benefits (Pub. L. No. 109-151).

Part Eleven is an explanation of the provisions of the Tax In-
crease Prevention and Reconciliation Act of 2005 (Pub. L. No. 109—
222) relating to the extension and modification of certain tax provi-
sions, alternative minimum tax relief, corporate estimated tax pro-
visions, and revenue offset provisions.

Part Twelve is an explanation of the provision of the heroes
earned retirement opportunities act (Pub. L. No. 109-227) relating
to taking into account combat zone compensation for purposes of
determining the limitations and deductibility of contributions to in-
dividual retirement plans.

Part Thirteen is an explanation of the provisions of the Pension
Protection Act of 2005 (Pub. L. No. 109-280) relating to the reform
of funding rules for single-employer defined benefit pension plans,
funding rules for multiemployer pension plans, the Pension Benefit
Guarantee Corporation, disclosure, investment advice, prohibited
transactions, and fiduciary rules, benefit accrual standards, pen-
sion related revenue provisions, increase in pension plan diver-
sification and participation, spousal pension protection, administra-
tive provisions, tax exempt organizations, and other provisions.

Part Fourteen is an explanation of the provisions of the Tax Re-
lief and Health Care Act of 2006 (Pub. L. No. 109-432) relating to
the extension and expansion of certain tax provisions, energy tax
provisions, health savings accounts, and other tax provisions.

Part Fifteen is an explanation of the provision of the Fallen Fire-
fighters Assistance Tax Clarification Act of 2006 (Pub. L. No. 109—
445) relating to charitable payments made on behalf of firefighters
who died as the result of the October 2006 Esperanza Incident fire
in southern California.

The Appendix provides the estimated budget effects of tax legis-
lation enacted in the 109th Congress.
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The first footnote in each part gives the legislative history of
each of the Acts of the 109th Congress discussed.



PART ONE: TSUNAMI RELIEF (PUBLIC LAW 109-1) 2

A. Acceleration of Income Tax Benefits for Charitable Cash
Contributions for Relief of Indian Ocean Tsunami Victims
(sec. 1 of the Act)

Present Law

In general, under present law, taxpayers may claim an income
tax deduction for charitable contributions. The charitable deduction
generally is available for the taxable year in which the contribution
is made. For taxpayers whose taxable year is the calendar year, the
tax benefit of a charitable contribution made in January often is
no’E_ lre(:ialized until the following calendar year when the tax return
is filed.

Explanation of Provision

The provision permits taxpayers to treat charitable contributions
of cash made in January 2005, for the purpose of relief of victims
of the Indian Ocean tsunami, as contributions made on December
31, 2004. Thus, the effect of the provision is to give calendar-year
taxpayers who make tsunami-related charitable contributions of
cash in January 2005 the opportunity to accelerate the tax benefit.
Under the provision, such taxpayers may realize the tax benefit of
such contributions by taking a deduction on their 2004 tax return.

Effective Date

The provision is effective on the date of enactment (January 7,
2005).

2H.R. 241. The House passed the bill without objection on January 6, 2005. The Senate
passed the bill by unanimous consent on January 6, 2005. The President signed the bill on Jan-
uary 7, 2005.
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PART TWO: EXTENSION OF LEAKING UNDERGROUND
STORAGE TANK TRUST FUND FINANCING RATE (PUB-
LIC LAW 109-6) 3

A. Extension of Leaking Underground Storage Tank Trust
Fund Financing Rate (sec. 1 of the Act)

Present Law

The Code imposes an excise tax, generally at a rate of 0.1 cents
per gallon, on gasoline, diesel, kerosene, special motor fuels (other
than liquefied petroleum gas and liquefied natural gas) and inland
waterway fuels to finance the Leaking Underground Storage Tank
Trust Fund. The tax expires on April 1, 2005.

Explanation of Provision

The provision extends the Leaking Underground Storage Tank
Trust Fund financing rate until October 1, 2005.4

Effective Date

The provision is effective on the date of enactment (March 31,
2005).

3H.R. 1270. The House passed the bill on the suspension calendar on March 16, 2005. The
Senate passed the bill by unanimous consent on March 17, 2005. The President signed the bill
on March 31, 2005.

4The tax was subsequently extended through September 30, 2011. See Part Five, A.36.
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PART THREE: TAX TREATMENT OF CERTAIN DISASTER
MITIGATION PAYMENTS (PUBLIC LAW 109-7)5

A. Tax Treatment of Certain Disaster Mitigation Payments
(sec. 1 of the Act and sec. 139 of the Code)

Present Law

Gross income includes all income from whatever source derived
unless a specific exception applies.

Gross income does not include amounts received by individuals
as qualified disaster relief payments under section 139. Qualified
disaster relief payments include amounts paid to an individual: (1)
to reimburse or pay reasonable and necessary personal, family, liv-
ing, or funeral expenses incurred as a result of a qualified disaster;
(2) to reimburse or pay reasonable and necessary expenses incurred
for the repair or rehabilitation of a personal residence or replace-
ment of its contents to the extent that the need for such repair, re-
habilitation, or replacement is attributable to a qualified disaster;
(3) by a person engaged in the furnishing or sale of transportation
by reason of death or personal injuries as a result of a qualified
disaster; or (4) by a Federal, State, or local government, or agency
or instrumentality thereof, in connection with a qualified disaster
in order to promote the general welfare.

In addition to providing grants in the aftermath of a natural dis-
aster, pursuant to the Robert T. Stafford Disaster Relief and Emer-
gency Assistance Act and the National Flood Insurance Act, the
Federal Emergency Management Agency (“FEMA”) of the Depart-
ment of Homeland Security conducts disaster mitigation assistance
programs to provide grants through State and local governments
for businesses and individuals to mitigate potential damage from
future natural disasters.

There is no specific exclusion from gross income for amounts re-
ceived pursuant to FEMA mitigation grants. FEMA provides these
grants to mitigate potential damage from future hazards. The ex-
isting statutory exclusion under present law for qualified disaster
relief payments only applies to certain amounts received by individ-
uals as a result of a disaster that has occurred.

If certain requirements are met, section 1033 of the Code pro-
vides that if property is compulsorily or involuntarily converted
and replaced within a certain period (generally two years), there is
deferral of gain recognized as a result of the conversion. In general,
the basis in the replacement property is the same as the taxpayer’s
basis in the converted property (decreased by the amount of any

5H.R. 1134. The House passed the bill on the suspension calendar on March 14, 2005. The
Senate passed the bill with an amendment by unanimous consent on April 13, 2005. The House
agreed to the Senate amendment without objection on April 14, 2005. The President signed the
bill on April 15, 2005.

6
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loss or money received by the taxpayer and increased by the
amount of any gain recognized on the conversion).

In the case of the sale or exchange of a principal residence,
present law allows an exclusion of up to $250,000 ($500,000 in the
case of a joint return) if the property was used as the taxpayer’s
principal residence for two or more years during the five-year pe-
riod ending on the date of the sale or exchange.

Explanation of Provision

The provision provides an exclusion from gross income for
amounts received as qualified disaster mitigation payments. Quali-
fied disaster mitigation payments are amounts paid to or for the
benefit of property owners for hazard mitigation pursuant to the
Robert T. Stafford Disaster Relief and Emergency Assistance Act or
the National Flood Insurance Act (the “Acts”). In particular, the
provision provides exclusions for payments received from FEMA’s
Flood Mitigation Assistance Program, Pre-Disaster Mitigation Pro-
gram, and Hazard Mitigation Grant Program. The exclusion ap-
plies to payments made pursuant to the Acts as in effect on the
date of enactment.

Amounts received for the sale or disposition of property for the
purpose of hazard mitigation are not eligible for the income exclu-
sion. However, the provision provides that if property is sold or dis-
posed to implement hazard mitigation (pursuant to the Acts), such
sale or disposition is treated as an involuntary conversion, as de-
fined by section 1033 of the Code. Thus, if a taxpayer sells property
through a FEMA disaster mitigation program and the taxpayer re-
places the property within the period specified under present law
in the case of an involuntary conversion (i.e., generally two years),
instead of currently including the gain in gross income, the tax-
payer’s basis in the replacement property is the same as the tax-
payer’s basis in the converted property (decreased by the amount
of any loss or money received by the taxpayer and increased by the
amount of any gain recognized on the conversion).

The provision provides that the basis of properties improved for
the purpose of hazard mitigation is not increased by amounts re-
ceived under FEMA mitigation grants that are excluded from gross
income. The provision provides that no additional deduction or
credit is allowed with respect to amounts excluded from income
under the provision. The provision also applies this denial of double
benefit rule to amounts received as qualified disaster relief pay-
ments under present law section 139 of the Code.

Effective Date

The provision is effective for amounts received and sales or dis-
positions before, on, or after the date of enactment (April 15, 2005).



PART FOUR: SURFACE TRANSPORTATION EXTENSION
ACT OF 2005, PARTS I-VI (PUBLIC LAWS 109-14,6 109-
207 109-35,8 109-37,° 109-40,1© AND 109-42 11)

A. Extensions of Surface Transportation Act

Present Law

Expenditure authority

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund generally through May 31, 2005, for purposes
provided in specified authorizing legislation as in effect on the date
of enactment of the most recent authorizing Act (the Surface
Transportation Extension Act of 2004, Part V).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through May 31, 2005.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-

6H.R. 2566. The House passed the bill on the suspension calendar on May 25, 2005. The Sen-
ate passed the bill by unanimous consent on May 26, 2005. The President signed the bill on
May 31, 2005.

7H.R. 3104. The House passed the bill without objection on June 30, 2005. The Senate passed
the bill by unanimous consent on June 30, 2005. The President signed the bill on July 1, 2005.

8H.R. 3332. The House passed the bill without objection on July 19, 2005. The Senate passed
the bill by unanimous consent on July 19, 2005. The President signed the bill on July 20, 2005.

9H.R. 3377. The House passed the bill without objection on July 21, 2005. The Senate passed
the bill by unanimous consent on July 21, 2005. The President signed the bill on July 22, 2005.

10H.R. 3453. The House passed the bill without objection on July 27, 2005. The Senate passed
the bill by unanimous consent on July 27, 2005. The President signed the bill on July 28, 2005.

11H.R. 3512. The House passed the bill without objection on July 29, 2005. The Senate passed
the bill by unanimous consent on July 29, 2005. The President signed the bill on July 30, 2005.

®
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month period remains at the same rate in effect on the date of en-
actment of the provision. The Surface Transportation Extension
Act of 2004 extended this rule through April 30, 2004. The Surface
Transportation Extension Act of 2004, Part II, extended this rule
through June 30, 2004. The Surface Transportation Extension Act
of 2004, Part III, extended this rule through July 31, 2004. The
Surface Transportation Extension Act of 2004, Part IV, extended
this rule through September 30, 2004. The Surface Transportation
Extension Act of 2004, Part V, extended this rule through May 31,
2005.

Heavy vehicle use tax

The Code imposes an annual use tax imposed on highway vehi-
cles having a taxable gross weight of 55,000 pounds or more (sec.
4481). The maximum rate for this tax is $550 per year, imposed
on vehicles having a taxable gross weight over 75,000 pounds. The
use tax is dedicated to the Highway Trust Fund and was to termi-
nate on October 1, 2005. For a tax period that ends on September
30, 2005, the amount of the use tax will be determined by reducing
the amount of tax due by 75 percent.

Explanation of Provision
Surface Transportation Act of 2005 (sec. 9)

Expenditure authority

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through June 30,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through June 30, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
June 30, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Heavy vehicle use tax

The Act extends until October 1, 2006, the annual use tax on
heavy vehicles and sets forth a special rule for the imposition of
such tax when the taxable period ends on September 30, 2006. For
a tax period that ends on September 30, 2006, the amount of the
use tax will be determined by reducing the amount of tax due by
75 percent.

Surface Transportation Act of 2005, Part II (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 19,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 19, 2005.
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The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 19, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part III (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 21,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 21, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 21, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part IV (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 27,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 27, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 27, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part V (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 30,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 30, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 30, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part VI (sec. 7)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through August 14,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.
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For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through August 14, 2005.
The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
August 14, 2005. The Act also updates the Aquatics Resources
Trust Fund cross-references to authorizing legislation to include ex-
Renditure purposes as in effect on the date of enactment of this
ct.

Effective Date

The provisions are effective on the dates of enactment (in the
case of Pub. L. No. 109-14, May 31, 2005; in the case of Part II,
July 1, 2005; in the case of Part III, July 20, 2005; in the case of
Part IV, July 22, 2005; in the case of Part V, July 28, 2005; and
in the case of Part VI, July 30, 2005).



PART FIVE: THE ENERGY POLICY ACT OF 2005 (PUBLIC
LAW 109-58) 12

A. Energy Tax Policy Incentives

1. Extension and modification of renewable electricity pro-
duction credit (secs. 1301 and 1302 of the Act and sec. 45
of the Code)

Present Law

In general

An income tax credit is allowed for the production of electricity
from qualified facilities sold by the taxpayer to an unrelated person
(sec. 45). Qualified facilities comprise wind energy facilities, closed-
loop biomass facilities, open-loop biomass (including agricultural
livestock waste nutrients) facilities, geothermal energy facilities,
solar energy facilities, small irrigation power facilities, landfill gas
facilities, and trash combustion facilities. In addition, an income
tax credit is allowed for the production of refined coal.

Credit amounts and credit period

In general

The base amount of the credit is 1.5 cents per kilowatt-hour (in-
dexed for inflation) of electricity produced. The amount of the credit
is 1.9 cents per kilowatt-hour for 2005. A taxpayer may claim cred-
it for the 10-year period commencing with the date the qualified fa-
cility is placed in service. The credit is reduced for grants, tax-ex-
empt bonds, subsidized energy financing, and other credits. The
amount of credit a taxpayer may claim is phased out as the market
price of electricity (or refined coal in the case of the refined coal
production credit) exceeds certain threshold levels.

Reduced credit amounts and credit periods

In the case of open-loop biomass facilities (including agricultural
livestock waste nutrient facilities), geothermal energy facilities,
solar energy facilities, small irrigation power facilities, landfill gas
facilities, and trash combustion facilities, the 10-year credit period

12H.R. 6. The House Committee on Ways and Means reported H.R. 1541 on April 18, 2005
(H.R. Rep. No. 109-45). The text of H.R. 1541 was added to H.R. 6 as title XIII. The House
passed H.R. 6 on April 21, 2005. The Senate Committee on Finance ordered reported on June
16, 2005, a bill the text of which as modified was added as title XV to H.R. 6. The Senate passed
H.R. 6 with an amendment on June 28, 2005. The conference report was filed on July 27, 2005
(H.R. Rep. No. 109-190) and was passed by the House on July 28, 2005, and the Senate on
July 29, 2005. The President signed the bill on August 8, 2005. For a technical explanation of
the bill prepared by the staff of the Joint Committee on Taxation, see Joint Committee on Tax-
ation, Description and Technical Explanation of the Conference Agreement of H.R. 6, Title XIII,
the “Energy Tax Incentives Act of 2005” (JCX-60-05), July 28, 2005. For references to the tech-
nical explanation, see 151 Cong. Rec. H 6953 (July 28, 2005) and 151 Cong. Rec. S 9117 (July
27, 2005).

(12)
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is reduced to five years commencing on the date the facility is
placed in service. In general, for eligible pre-existing facilities and
other facilities placed in service prior to January 1, 2005, the credit
period commences on January 1, 2005. In the case of a closed-loop
biomass facility modified to co-fire with coal, to co-fire with other
biomass, or to co-fire with coal and other biomass, the credit period
begins no earlier than October 22, 2004.

In the case of open-loop biomass facilities (including agricultural
livestock waste nutrient facilities), small irrigation power facilities,
landfill gas facilities, and trash combustion facilities, the otherwise
allowable credit amount is 0.75 cent per kilowatt-hour, indexed for
inflation measured after 1992 (currently 0.9 cents per kilowatt-
hour for 2005).

Credit applicable to refined coal

The amount of the credit for refined coal is $4.375 per ton (also
indexed for inflation after 1992 and equaling $5.481 per ton for
2005).

Other limitations on credit claimants and credit amounts

In general, in order to claim the credit, a taxpayer must own the
qualified facility and sell the electricity produced by the facility (or
refined coal in the case of the refined coal production credit) to an
unrelated party. A lessee or operator may claim the credit in lieu
of the owner of the qualifying facility in the case of qualifying open-
loop biomass facilities originally placed in service on or before the
date of enactment and in the case of a closed-loop biomass facilities
modified to co-fire with coal, to co-fire with other biomass, or to co-
fire with coal and other biomass. In the case of a poultry waste fa-
cility, the taxpayer may claim the credit as a lessee or operator of
a facility owned by a governmental unit.

For all qualifying facilities, other than closed-loop biomass facili-
ties modified to co-fire with coal, to co-fire with other biomass, or
to co-fire with coal and other biomass, the amount of credit a tax-
payer may claim is reduced by reason of grants, tax-exempt bonds,
subsidized energy financing, and other credits, but the reduction
cannot exceed 50 percent of the otherwise allowable credit. In the
case of closed-loop biomass facilities modified to co-fire with coal,
to co-fire with other biomass, or to co-fire with coal and other bio-
mass, there is no reduction in credit by reason of grants, tax-ex-
empt bonds, subsidized energy financing, and other credits.

The credit for electricity produced from renewable sources is a
component of the general business credit (sec. 38(b)(8)). Generally,
the general business credit for any taxable year may not exceed the
amount by which the taxpayer’s net income tax exceeds the greater
of the tentative minimum tax or so much of the net regular tax li-
ability as exceeds $25,000. Excess credits may be carried back one
year and forward up to 20 years.

A taxpayer’s tentative minimum tax is treated as being zero for
purposes of determining the tax liability limitation with respect to
the section 45 credit for electricity produced from a facility (placed
in service after October 22, 2004) during the first four years of pro-
duction beginning on the date the facility is placed in service.
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Qualified facilities
Wind energy facility

A wind energy facility is a facility that uses wind to produce elec-
tricity. To be a qualified facility, a wind energy facility must be
placed in service after December 31, 1993, and before January 1,
2006.

Closed-loop biomass facility

A closed-loop biomass facility is a facility that uses any organic
material from a plant which is planted exclusively for the purpose
of being used at a qualifying facility to produce electricity. In addi-
tion, a facility can be a closed-loop biomass facility if it is a facility
that is modified to use closed-loop biomass to co-fire with coal, with
other biomass, or with both coal and other biomass, but only if the
modification is approved under the Biomass Power for Rural Devel-
opment Programs or is part of a pilot project of the Commodity
Credit Corporation.

To be a qualified facility, a closed-loop biomass facility must be
placed in service after December 31, 1992, and before January 1,
2006. In the case of a facility using closed-loop biomass but also co-
firing the closed-loop biomass with coal, other biomass, or coal and
other biomass, a qualified facility must be originally placed in serv-
ice and modified to co-fire the closed-loop biomass at any time be-
fore January 1, 2006.

Open-loop biomass (including agricultural livestock waste nu-
trients) facility

An open-loop biomass facility is a facility using open-loop bio-
mass to produce electricity. Open-loop biomass is defined as (1) any
agricultural livestock waste nutrients, or (2) any solid, nonhaz-
ardous, cellulosic or lignin waste material which is segregated from
other waste materials and which is derived from certain forest-re-
lated resources, solid wood waste materials, or agricultural sources.
Eligible forest-related resources are mill residues, other than spent
chemicals from pulp manufacturing, precommercial thinnings,
slash, and brush. Solid wood waste materials include waste pallets,
crates, dunnage, manufacturing and construction wood wastes
(other than pressure-treated, chemically-treated, or painted wood
wastes), and landscape or right-of-way tree trimmings. Agricultural
sources include orchard tree crops, vineyard, grain, legumes, sugar,
and other crop by-products or residues. However, qualifying open-
loop biomass does not include municipal solid waste (garbage), gas
derived from biodegradation of solid waste, or paper that is com-
monly recycled. In addition, open-loop biomass does not include
closed-loop biomass or any biomass burned in conjunction with fos-
sil fuel (co-firing) beyond such fossil fuel required for start up and
flame stabilization.

Agricultural livestock waste nutrients are defined as agricultural
livestock manure and litter, including bedding material for the dis-
position of manure.

To be a qualified facility, an open-loop biomass facility must be
placed in service after October 22, 2004 and before January 1,
2006, in the case of a facility using agricultural livestock waste nu-
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trients and must be placed in service at any time prior to January
1, 2006 in the case of a facility using other open-loop biomass.

Geothermal facility

A geothermal facility is a facility that uses geothermal energy to
produce electricity. Geothermal energy is energy derived from a
geothermal deposit which is a geothermal reservoir consisting of
natural heat which is stored in rocks or in an aqueous liquid or
vapor (whether or not under pressure). To be a qualified facility,
a geothermal facility must be placed in service after October 22,
2004 and before January 1, 2006.

Solar facility

A solar facility is a facility that uses solar energy to produce elec-
tricity. To be a qualified facility, a solar facility must be placed in
service after October 22, 2004 and before January 1, 2006.

Small irrigation facility

A small irrigation power facility is a facility that generates elec-
tric power through an irrigation system canal or ditch without any
dam or impoundment of water. The installed capacity of a qualified
facility must be not less than 150 kilowatts but less than five
megawatts. To be a qualified facility, a small irrigation facility
must be originally placed in service after October 22, 2004 and be-
fore January 1, 2006.

Landfill gas facility

A landfill gas facility is a facility that uses landfill gas to produce
electricity. Landfill gas is defined as methane gas derived from the
biodegradation of municipal solid waste. To be a qualified facility,
a landfill gas facility must be placed in service after October 22,
2004 and before January 1, 2006.

Trash combustion facility

Trash combustion facilities are facilities that burn municipal
solid waste (garbage) to produce steam to drive a turbine for the
production of electricity. To be a qualified facility, a trash combus-
tion facility must be placed in service after October 22, 2004 and
before January 1, 2006.

Refined coal facility

A qualifying refined coal facility is a facility producing refined
coal that is placed in service after October 22, 2004 and before Jan-
uary 1, 2009. Refined coal is a qualifying liquid, gaseous, or solid
synthetic fuel produced from coal (including lignite) or high-carbon
fly ash, including such fuel used as a feedstock. A qualifying fuel
is a fuel that when burned emits 20 percent less nitrogen oxides
and either SO2 or mercury than the burning of feedstock coal or
comparable coal predominantly available in the marketplace as of
January 1, 2003, and if the fuel sells at prices at least 50 percent
greater than the prices of the feedstock coal or comparable coal. In
addition, to be qualified refined coal the fuel must be sold by the
taxpayer with the reasonable expectation that it will be used for
the primary purpose of producing steam.
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Summary of credit rate and credit period by facility type

Table 1.—Summary of Section 45 Credit for Electricity Produced
from Certain Renewable Resources and Refined Coal

Credit amount for 2005 Credit period
Electricity produced from renewable resources  (cents per kilowatt-hour; dol- (years from placed-
lars per ton) in-service date)'

Wind e 1.9 10
Closed-loop biomass .........cccccevvevveveee. 1.9 10
Open-loop biomass (including agricul-

tural livestock waste nutrient facili-

LUTT) T 0.9 5
Geothermal 1.9 5

Solar 1.9 5

Small irrigation power 0.9 5
Municipal solid waste (including land-

fill gas facilities and trash com-

bustion facilities) .......cccceeevveerenen. 0.9 5
Refined Coal ......ccoovvvevveieiceeeeee, 5.481 10

LFor eligible pre-existing facilities and other facilities placed in service prior to January 1, 2005, the
credit period commences on January 1, 2005. In the case of certain co-firing closed-loop facilities, the
credit period begins no earlier than October 22, 2004.

Taxation of cooperatives and their patrons

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one excep-
tion—the cooperative may exclude from its taxable income distribu-
tions of patronage dividends. Generally, cooperatives that are sub-
ject to the cooperative tax rules of subchapter T of the Code 13 are
permitted a deduction for patronage dividends from their taxable
income only to the extent of net income that is derived from trans-
actions with patrons who are members of the cooperative.l* The
availability of such deductions from taxable income has the effect
of allowing the cooperative to be treated like a conduit with respect
to profits derived from transactions with patrons who are members
of the cooperative. Present law does not permit cooperatives to pass
any portion of the income tax credit for electricity production
through to their patrons.

Explanation of Provision 15

Extension of placed-in-service date for qualifying facilities

The provision extends the placed-in-service date by two years
(through December 31, 2007) for the following qualifying facilities:
wind facilities; closed-loop biomass facilities (including a facility co-
firing the closed-loop biomass with coal, other biomass, or coal and
other biomass); open-loop biomass facilities; geothermal facilities;
small irrigation power facilities; landfill gas facilities; and trash

13 Sec. 1381, et seq.

14 Sec. 1382.

15The provision was subsequently modified in Division A, section 201 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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combustion facilities. The provision does not alter the terminating
placed-in-service date for solar facilities (December 31, 2005) or re-
fined coal facilities (December 31, 2008).

New qualifying energy resources

In general

The provision adds two new qualifying energy resources: hydro-
power and Indian coal.

Hydropower

A qualifying hydropower facility is (1) a facility that produced hy-
droelectric power (a hydroelectric dam) prior to the date of enact-
ment at which efficiency improvements or additions to capacity
have been made after the date of enactment and before January 1,
2009, that enable the taxpayer to produce incremental hydropower
or (2) a facility placed in service before the date of enactment that
did not produce hydroelectric power (a nonhydroelectric dam) on
the date of enactment and to which turbines or other electricity
generating equipment have been added after the date of enactment
and before January 1, 2009.

At an existing hydroelectric facility, the taxpayer may only claim
credit for the production of incremental hydroelectric power. Incre-
mental hydroelectric power for any taxable year is equal to the per-
centage of average annual hydroelectric power produced at the fa-
cility attributable to the efficiency improvement or additions of ca-
pacity determined by using the same water flow information used
to determine an historic average annual hydroelectric power pro-
duction baseline for that facility. The Federal Energy Regulatory
Commission will certify the baseline power production of the facil-
ity and the percentage increase due to the efficiency and capacity
improvements.

At a nonhydroelectric dam, the facility must be licensed by the
Federal Energy Regulatory Commission and meet all other applica-
ble environmental, licensing, and regulatory requirements and the
turbines or other generating devices are added to the facility after
the date of enactment and before January 1, 2009. In addition
there must not be any enlargement of the diversion structure, or
construction or enlargement of a bypass channel, or the impound-
ment or any withholding of additional water from the natural
stream channel.

In the case of electricity generated from a qualifying hydropower
facility, the taxpayer may claim a credit equal to one-half the oth-
erwise allowable amount.

Indian coal

The provision adds Indian coal as a new energy source. The tax-
payer may claim a credit for sales of coal to an unrelated third
party from a qualified facility for the seven-year period beginning
on January 1, 2006, and ending after December 31, 2012. The
value of the credit is $1.50 per ton for the first four years of the
seven-year period and $2.00 per ton for the last three years of the
seven-year period. The credit amounts are indexed for inflation. A
qualified Indian coal facility is a facility that produces coal from re-
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serves that on June 14, 2005, were owned by a Federally recog-
nized tribe of Indians or were held in trust by the United States
for a tribe or its members.

Equalization of credit period for all qualifying renewable re-
sources

The provision extends the credit period from five years to 10
years for electricity produced from qualifying open-loop biomass fa-
cilities (including agricultural livestock waste nutrient facilities),
geothermal facilities, solar facilities, small irrigation power facili-
ties, landfill gas facilities, and trash combustion facilities placed in
service after the date of enactment. The provision also provides
that for electricity produced from qualified hydropower the credit
period is 10 years. The provision provides a seven-year credit pe-
riod for Indian coal facilities, as explained above.

Clarification of units added to pre-existing trash combustion
facilities

The provision clarifies that a qualifying trash combustion facility
includes a new unit, placed in service after October 22, 2004, that
increases electricity production capacity at an existing trash com-
bustion facility. A new unit generally would include a new burner/
boiler and turbine. The new unit may share certain common equip-
ment, such as trash handling equipment, with other pre-existing
units at the same facility. Electricity produced at a new unit of an
existing facility qualifies for the production credit only to the ex-
tent of the increased amount of electricity produced at the entire
facility.

Taxation of cooperatives and their patrons

The provision allows eligible cooperatives to elect to pass any
portion of the credit through to their patrons. An eligible coopera-
tive is defined as a cooperative organization that is owned more
than 50 percent by agricultural producers or entities owned by ag-
ricultural producers.

Under the provision, the credit may be apportioned among pa-
trons eligible to share in patronage dividends on the basis of the
quantity or value of business done with or for such patrons for the
taxable year. The election must be made on a timely filed return
for the taxable year, and once made, is irrevocable for such taxable
year.

The amount of the credit apportioned to patrons is not included
in the organization’s credit for the taxable year of the organization.
The amount of the credit apportioned to a patron is included in the
first taxable year of such patron ending on or after the last day of
the payment period (as defined in section 1382(d)) for the taxable
year of the organization or, if earlier, for the taxable year of the
patron ending on or after the date on which the patron receives no-
tice from the cooperative of the apportionment. If the amount of the
credit for any taxable year is less than the amount of the credit
shown on the cooperative’s return for such taxable year, an amount
equal to the excess of the reduction in the credit over the amount
not apportioned to patrons for the taxable year is treated as an in-
crease in the cooperative’s tax. The increase is not treated as tax
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imposed for purposes of determining the amount of any tax credit
under Chapter 1 of the Code.

Effective Date

The provision generally is effective on the date of enactment (Au-
gust 8, 2005). With respect to the taxation of cooperatives and their
patrons, the provision applies to taxable years ending after the
date of enactment.

2. Clean renewable energy bonds (sec. 1303 of the Act and
new sec. 54 of the Code)

Present law

Tax-exempt bonds

Interest on State and local governmental bonds generally is ex-
cluded from gross income for Federal income tax purposes if the
proceeds of the bonds are used to finance direct activities of these
governmental units or if the bonds are repaid with revenues of the
governmental units. Subject to certain restrictions, activities that
can be financed with these tax-exempt bonds include electric power
facilities (i.e., generation, transmission, distribution, and retailing).

Generally, interest on State or local government bonds to finance
activities of private persons (“private activity bonds”) is taxable un-
less a specific exception is contained in the Code. The term “private
person” generally includes the Federal Government and all other
individuals and entities other than States or local governments.
The Code includes exceptions permitting States or local govern-
ments to act as conduits providing tax-exempt financing for certain
private activities. In most cases, the aggregate volume of these tax-
exempt private activity bonds is restricted by annual aggregate vol-
ume limits imposed on bonds issued by issuers within each State.
For calendar year 2005, the State volume cap is the greater of $80
per resident or $239 million. The Code imposes several additional
restrictions on tax-exempt private activity bonds that do not apply
to bonds for governmental activities.

The tax exemption for State and local bonds also does not apply
to any arbitrage bond.1® An arbitrage bond is defined as any bond
that is part of an issue if any proceeds of the issue are reasonably
expected to be used (or intentionally are used) to acquire higher
yielding investments or to replace funds that are used to acquire
higher yielding investments.1” In general, arbitrage profits may be
earned only during specified periods (e.g., defined “temporary peri-
ods”) before funds are needed for the purpose of the borrowing or
on specified types of investments (e.g., “reasonably required reserve
or replacement funds”). Subject to limited exceptions, investment
profits that are earned during these periods or on such investments
must be rebated to the Federal government.

An issuer must file with the IRS certain information in order for
a bond issue to be tax-exempt.1® Generally, this information return

16 Secs. 103(a) and (b)(2).
17 Sec. 148.
18 Sec. 149(e).
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is required to be filed no later the 15th day of the second month
after the close of the calendar quarter in which the bonds were
issued.

Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, States and
local governments may issue “qualified zone academy bonds.” 1°
“Qualified zone academy bonds” are defined as any bond issued by
a State or local government if, among other requirements, (1) at
least 95 percent of the proceeds are used for the purpose of ren-
ovating, providing equipment to, developing course materials for
use at, or training teachers and other school personnel in a “quali-
fied zone academy” and (2) private entities have promised to con-
tribute to the qualified zone academy certain equipment, technical
assistance or training, employee services, or other property or serv-
ices with a value equal to at least 10 percent of the bond proceeds.
A school is a “qualified zone academy” if (1) the school is a public
school that provides education and training below the college level,
(2) the school operates a special academic program in cooperation
with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is
located in an empowerment zone or enterprise community des-
ignated under the Code, or (b) it is reasonably expected that at
least 35 percent of the students at the school will be eligible for
free or reduced-cost lunches under the school lunch program estab-
lished under the National School Lunch Act.

Financial institutions that hold qualified zone academy bonds are
entitled to a nonrefundable tax credit in an amount equal to a cred-
it rate multiplied by the face amount of the bond. The Treasury De-
partment sets the credit rate at a rate estimated to allow issuance
of qualified zone academy bonds without discount and without in-
terest cost to the issuer. The credit is includable in gross income
(as if it were a taxable interest payment on the bond), and may be
claimed against regular income tax and alternative minimum tax
liability. The maximum term of the bond is determined by the
Treasury Department, so that the present value of the obligation
to repay the bond is 50 percent of the face value of the bond.

There is an annual limitation of $400 million on the amount of
qualified zone academy bonds that may be issued in calendar years
1998 through 2005. The $400 million aggregate bond cap is allo-
cated each year to the States according to their respective popu-
lations of individuals below the poverty line. Each State, in turn,
allocates the credit authority to qualified zone academies within
such State.

Tax credits for production of electricity from renewable
sources

An income tax credit is allowed for the production of electricity
from qualified facilities sold by the taxpayer to an unrelated per-
son.2% The base amount of the credit is 1.5 cents per kilowatt-hour
(indexed for inflation) of electricity produced. The amount of the

19 Sec. 1397E.
20 Sec. 45.
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credit is 1.9 cents per kilowatt-hour for 2005. A taxpayer may
claim a credit for the 10-year period commencing with the date the
qualified facility is placed in service. The credit is reduced for
grants, tax-exempt bonds, subsidized energy financing, and other
credits. The amount of credit a taxpayer may claim is phased out
as the market price of electricity (or refined coal in the case of or
refined coal production credit) exceeds certain threshold levels.

Qualified facilities comprise wind energy facilities, closed-loop
biomass facilities, open-loop biomass (including agricultural live-
stock waste nutrients) facilities, geothermal energy facilities, solar
energy facilities, small irrigation power facilities, landfill gas facili-
ties, and trash combustion facilities. In addition, an income tax
credit is allowed for the production of refined coal.

For purposes of the credit, qualified facilities must be placed in
service by certain dates. However, with the exception of qualifying
refined coal facilities, in no event may qualifying facilities be
placed in service after December 31, 2005.

Explanation of Provision 21

The provision creates a new category of tax credit bonds: Clean
Renewable Energy Bonds (“CREBs”). CREBs are defined as any
bond issued by a qualified issuer if, in addition to the requirements
discussed below, 95 percent or more of the proceeds of such bonds
are used to finance capital expenditures incurred by qualified bor-
rowers for qualified projects. Qualified projects are any qualified fa-
cilities within the meaning of section 45 (without regard to the
placed-in-service date requirements of that section), other than In-
dian coal production facilities.

For purposes of the provision, “qualified issuers” include (1) gov-
ernmental bodies (including Indian tribal governments); (2) mutual
or cooperative electric companies (described in section 501(c)(12) or
section 1381(a)(2)(C), or a not-for-profit electric utility which has
received a loan or guarantee under the Rural Electrification Act);
and (3) clean renewable energy bond lenders. A clean renewable
energy bond lender means a cooperative which is owned by, or has
outstanding loans to, 100 or more cooperative electric companies
and is in existence on February 1, 2002. The term “qualified bor-
rower” includes a governmental body (including an Indian tribal
government) and a mutual or cooperative electric company (de-
scribed in section 501(c)(12) or section 1381(a)(2)(C).

Like qualified zone academy bonds, CREBs are not interest-bear-
ing obligations. Rather, the taxpayer holding CREBs on a credit al-
lowance date is entitled to a tax credit. The amount of the credit
is determined by multiplying the bond’s credit rate by the face
amount on the holder’s bond. The credit rate on the bonds is deter-
mined by the Secretary and is to be a rate that permits issuance
of CREBs without discount and interest cost to the qualified issuer.
The credit accrues quarterly and is includible in gross income (as
if it were an interest payment on the bond), and can be claimed
against regular income tax liability and alternative minimum tax
liability.

21The provision was subsequently extended in Division A, section 202 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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The provision also imposes a maximum maturity limitation on
any CREBs. The maximum maturity is the term which the Sec-
retary estimates will result in the present value of the obligation
to repay the principal on a bond that is part of an issue of CREBs
being equal to 50 percent of the face amount of such a bond. More-
over, the provision requires level amortization of CREBs during the
period such bonds are outstanding.

Under the provision, CREBs are subject to the arbitrage require-
ments of section 148 that apply to traditional tax-exempt bonds.
Principles under section 148 and the regulations thereunder shall
apply for purposes of determining the yield restriction and arbi-
trage rebate requirements applicable to CREBs. For example, for
arbitrage purposes, the yield on an issue of CREBs is computed by
taking into account all payments of interest, if any, on such bonds,
i.e., whether the bonds are issued at par, premium, or discount.
However, for purposes of determining yield, the amount of the cred-
it allowed to a taxpayer holding CREBs is not treated as interest,
although such credit amount is treated as interest income to the
taxpayer.

In addition, to qualify as CREBs, the qualified issuer must rea-
sonably expect to and actually spend 95 percent or more of the pro-
ceeds of such bonds on qualified projects within the five-year period
that begins on the date of issuance. To the extent less than 95 per-
cent of the proceeds are used to finance qualified projects during
the five-year spending period, bonds will continue to qualify as
CREBs if unspent proceeds are used within 90 days from the end
of such five-year period to redeem any “nonqualified bonds.” For
these purposes, the amount of nonqualified bonds is to be deter-
mined in the same manner as provided in Treasury regulations
under section 142.22 In addition, the provision provides that the
five-year spending period may be extended by the Secretary upon
the qualified issuer’s request.

Unlike qualified zone academy bonds, the provision requires
issuers of CREBs to report issuance to the IRS in a manner similar
to the information returns required for tax-exempt bonds. Under
the provision, there is a national limitation of $800 million of
CREBs that the Secretary may allocate, in the aggregate, to quali-
fied projects. However, the Secretary shall not allocate more than
$500 million of CREBs to finance qualified projects for qualified
borrowers that are governmental bodies. The authority to issue
CREBs expires December 31, 2007.

Effective Date

The provision is effective for bonds issued after December 31,
2005.

22Treas. Reg. sec. 1.142-2(e).
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3. Treatment of certain income of electric cooperatives (sec.
1304 of the Act and sec. 501(c)(12) of the Code)

Present Law

In general

Under present law, an entity must be operated on a cooperative
basis in order to be treated as a cooperative for Federal income tax
purposes. Although not defined by statute or regulation, the two
principal criteria for determining whether an entity is operating on
a cooperative basis are: (1) ownership of the cooperative by persons
who patronize the cooperative; and (2) return of earnings to pa-
trons in proportion to their patronage. The Internal Revenue Serv-
ice requires that cooperatives must operate under the following
principles: (1) subordination of capital in control over the coopera-
tive undertaking and in ownership of the financial benefits from
ownership; (2) democratic control by the members of the coopera-
tive; (3) vesting in and allocation among the members of all excess
of operating revenues over the expenses incurred to generate reve-
nues in proportion to their participation in the cooperative (patron-
age);zgnd (4) operation at cost (not operating for profit or below
cost).

In general, cooperative members are those who participate in the
management of the cooperative and who share in patronage cap-
ital. As described below, income from the sale of electric energy by
an electric cooperative may be member or non-member income to
the cooperative, depending on the membership status of the pur-
chaser. A municipal corporation may be a member of a cooperative.

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one excep-
tion-the cooperative may exclude from its taxable income distribu-
tions of patronage dividends. In general, patronage dividends are
the profits of the cooperative that are rebated to its patrons pursu-
ant to a pre-existing obligation of the cooperative to do so. The re-
bate must be made in some equitable fashion on the basis of the
quantity or value of business done with the cooperative.

Except for tax-exempt farmers’ cooperatives, cooperatives that
are subject to the cooperative tax rules of subchapter T of the
Code 24 are permitted a deduction for patronage dividends from
their taxable income only to the extent of net income that is de-
rived from transactions with patrons who are members of the coop-
erative.2> The availability of such deductions from taxable income
has the effect of allowing the cooperative to be treated like a con-
duit with respect to profits derived from transactions with patrons
who are members of the cooperative.

Cooperatives that qualify as tax-exempt farmers’ cooperatives are
permitted to exclude patronage dividends from their taxable income
to the extent of all net income, including net income that is derived
from transactions with patrons who are not members of the cooper-
ative, provided the value of transactions with patrons who are not

23 Announcement 96-24, “Proposed Examination Guidelines Regarding Rural Electric Co-
operatives,” 1996-16 I.R.B. 30.

24 Sec. 1381, et seq.

25Sec. 1382.
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members of the cooperative does not exceed the value of trans-
actions with patrons who are members of the cooperative.26

Taxation of electric cooperatives exempt from subchapter T

In general, the cooperative tax rules of subchapter T apply to any
corporation operating on a cooperative basis (except mutual savings
banks, insurance companies, other tax-exempt organizations, and
certain utilities), including tax-exempt farmers’ cooperatives (de-
scribed in sec. 521(b)). However, subchapter T does not apply to an
organization that is “engaged in furnishing electric energy, or pro-
viding telephone service, to persons in rural areas.”27 Instead, elec-
tric cooperatives are taxed under rules that were generally applica-
ble to cooperatives prior to the enactment of subchapter T in 1962.
Under these rules, an electric cooperative can exclude patronage
dividends from taxable income to the extent of all net income of the
cooperative, including net income derived from transactions with
patrons who are not members of the cooperative.28

Tax exemption of rural electric cooperatives

In general

Section 501(c)(12) provides an income tax exemption for rural
electric cooperatives if at least 85 percent of the cooperative’s in-
come consists of amounts collected from members for the sole pur-
pose of meeting losses and expenses of providing service to its
members. The IRS takes the position that rural electric coopera-
tives also must comply with the fundamental cooperative principles
described above in order to qualify for tax exemption under section
501(c)(12).2° The 85-percent test 1s determined without taking into
account any income from: (1) qualified pole rentals; (2) open access
electric energy transmission services; (3) open access electric en-
ergy distribution services; (4) any nuclear decommissioning trans-
action; (5) any asset exchange or conversion transaction.30

Income from open access transactions

Income received or accrued by a rural electric cooperative (other
than income received or accrued directly or indirectly from a mem-
ber of the cooperative) from the provision or sale of electric energy
transmission services or ancillary services on a nondiscriminatory
open access basis under an open access transmission tariff ap-
proved or accepted by FERC or under an independent transmission
provider agreement approved or accepted by FERC (including an
agreement providing for the transfer of control-but not ownership-
of transmission facilities) is excluded in determining whether a
rural electric cooperative satisfies the 85-percent test for tax ex-
emption under section 501(c)(12).

In addition, income is excluded for purposes of the 85-percent
test if it is received or accrued by a rural electric cooperative (other
than income received or accrued directly or indirectly from a mem-
ber of the cooperative) from the provision or sale of electric energy

26 Sec. 521.

27 Sec. 1381(a)(2)(C).

28 See Rev. Rul. 83-135, 1983-2 C.B. 149.
29 Rev. Rul. 72-36, 1972-1 C.B. 151.
30Sec. 501(c)(12)(C).
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distribution services or ancillary services, provided such services
are provided on a nondiscriminatory open access basis to distribute
electric energy not owned by the cooperative: (1) to end-users who
are served by distribution facilities not owned by the cooperative or
any of its members; or (2) generated by a generation facility that
is not owned or leased by the cooperative or any of its members
and that is directly connected to distribution facilities owned by the
cooperative or any of its members.

The exclusion for income from open access transactions does not
apply to taxable years beginning after December 31, 2006.

Income from nuclear decommissioning transactions

Income received or accrued by a rural electric cooperative from
any “nuclear decommissioning transaction” also is excluded in de-
termining whether a rural electric cooperative satisfies the 85-per-
cent test for tax exemption under section 501(c)(12). The term “nu-
clear decommissioning transaction” is defined as—

1. any transfer into a trust, fund, or instrument established
to pay any nuclear decommissioning costs if the transfer is in
connection with the transfer of the cooperative’s interest in a
nuclear powerplant or nuclear powerplant unit;

2. any distribution from a trust, fund, or instrument estab-
lished to pay any nuclear decommissioning costs; or

3. any earnings from a trust, fund, or instrument established
to pay any nuclear decommissioning costs.

The exclusion for income from nuclear decommissioning trans-
actions does not apply to taxable years beginning after December
31, 2006.

Income from asset exchange or conversion transactions

Gain realized by a tax-exempt rural electric cooperative from a
voluntary exchange or involuntary conversion of certain property is
excluded in determining whether a rural electric cooperative satis-
fies the 85-percent test for tax exemption under section 501(c)(12).
This provision only applies to the extent that: (1) the gain would
qualify for deferred recognition under section 1031 (relating to ex-
changes of property held for productive use or investment) or sec-
tion 1033 (relating to involuntary conversions); and (2) the replace-
ment property that is acquired by the cooperative pursuant to sec-
tion 1031 or section 1033 (as the case may be) constitutes property
that is used, or to be used, for the purpose of generating, transmit-
ting, distributing, or selling electricity or natural gas.

The exclusion for income from asset exchange or conversion
transactions does not apply to taxable years beginning after De-
cember 31, 2006.

Treatment of income from load loss transactions

Tax-exempt rural electric cooperatives

Under present law, income received or accrued by a tax-exempt
rural electric cooperative from a “load loss transaction” is treated
under section 501(c)(12) as income collected from members for the
sole purpose of meeting losses and expenses of providing service to
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its members.31 Therefore, income from load loss transactions is
treated as member income in determining whether a rural electric
cooperative satisfies the 85-percent test for tax exemption under
section 501(c)(12). In addition, income from load loss transactions
does not cause a tax- exempt electric cooperative to fail to be treat-
ed for Federal income tax purposes as a mutual or cooperative com-
pﬁny under the fundamental cooperative principles described
above.

The term “load loss transaction” is generally defined as any
wholesale or retail sale of electric energy (other than to a member
of the cooperative) to the extent that the aggregate amount of such
sales during a seven-year period beginning with the “start-up year”
does not exceed the reduction in the amount of sales of electric en-
ergy during such period by the cooperative to members. The “start-
up year” is defined as the first year that the cooperative offers non-
discriminatory open access or, if later and at the election of the co-
operative, 2004.

Present law also excludes income received or accrued by rural
electric cooperatives from load loss transactions from the tax on un-
related trade or business income.

The special rule for income received or accrued by a tax-exempt
rural electric cooperative from a load loss transaction does not
apply to taxable years beginning after December 31, 2006.

Taxable electric cooperatives

The receipt or accrual of income from load loss transactions by
taxable electric cooperatives is treated as income from patrons who
are members of the cooperative.32 Thus, income from a load loss
transaction is excludible from the taxable income of a taxable elec-
tric cooperative if the cooperative distributes such income pursuant
to a pre-existing contract to distribute the income to a patron who
is not a member of the cooperative. In addition, income from load
loss transactions does not cause a taxable electric cooperative to
fail to be treated for Federal income tax purposes as a mutual or
cooperative company under the fundamental cooperative principles
described above.

The special rule for income received or accrued by a taxable elec-
tric cooperative from a load loss transaction does not apply to tax-
able years beginning after December 31, 2006.

Explanation of Provision

The provision eliminates the sunset date for the rules excluding
income received or accrued by tax-exempt rural electric coopera-
tives from open access electric energy transmission or distribution
services, any nuclear decommissioning transaction, and any asset
exchange or conversion transaction for purposes of the 85-percent
test under section 501(c)(12). The provision also eliminates the sun-
set date for the rule that allows income from load loss transactions
to be treated as member income in determining whether a rural
electric cooperative satisfies the 85-percent test. In addition, the
provision eliminates the sunset date for the rule that permits tax-

31Sec. 501(c)(12)(H).
32 Sec. 501(c)(12)(H).
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able electric cooperatives to treat the receipt or accrual of income
from load loss transactions as income from patrons who are mem-
bers of the cooperative.

Effective Date

The provision is effective on the date of enactment (August 8,
2005).

4. Dispositions of transmission property to implement FERC
restructuring policy (sec. 1305 of the Act and sec. 451 of
the Code)

Present Law

Generally, a taxpayer selling property recognizes gain to the ex-
tent the sales price (and any other consideration received) exceeds
the seller’s basis in the property. The recognized gain is subject to
current income tax unless the gain is deferred or not recognized
under a special tax provision.

One such special tax provision permits taxpayers to elect to rec-
ognize gain from qualifying electric transmission transactions rat-
ably over an eight-year period beginning in the year of sale if the
amount realized from such sale is used to purchase exempt utility
property within the applicable period33 (the “reinvestment prop-
erty”). If the amount realized exceeds the amount used to purchase
reinvestment property, any realized gain is recognized to the extent
of such excess in the year of the qualifying electric transmission
transaction.

A qualifying electric transmission transaction is the sale or other
disposition of property used by the taxpayer in the trade or busi-
ness of providing electric transmission services, or an ownership in-
terest in such an entity, to an independent transmission company
prior to January 1, 2007. In general, an independent transmission
company is defined as: (1) an independent transmission provider 34
approved by the FERC; (2) a person (i) who the FERC determines
under section 203 of the Federal Power Act (or by declaratory
order) is not a “market participant” and (ii) whose transmission fa-
cilities are placed under the operational control of a FERC-ap-
proved independent transmission provider before the close of the
period specified in such authorization, but not later than January
1, 2007; or (3) in the case of facilities subject to the jurisdiction of
the Public Utility Commission of Texas, (i) a person which is ap-
proved by that Commission as consistent with Texas State law re-
garding an independent transmission organization, or (ii) a political
subdivision, or affiliate thereof, whose transmission facilities are
under the operational control of an organization described in (i).

Exempt utility property is defined as: (1) property used in the
trade or business of generating, transmitting, distributing, or sell-
ing electricity or producing, transmitting, distributing, or selling
natural gas, or (2) stock in a controlled corporation whose principal
trade or business consists of the activities described in (1).

33The applicable period for a taxpayer to reinvest the proceeds is four years after the close
of the taxable year in which the qualifying electric transmission transaction occurs.

34For example, a regional transmission organization, an independent system operator, or an
independent transmission company.
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If a taxpayer is a member of an affiliated group of corporations
filing a consolidated return, the reinvestment property may be pur-
chased by any member of the affiliated group (in lieu of the tax-
payer).

Explanation of Provision

The Act extends the treatment under the present-law deferral
provision to sales or dispositions to an independent transmission
company prior to January 1, 2008. However, because the provision
is an extension of a present law provision which expires on Decem-
ber 31, 2006, only transactions occurring after December 31, 2006,
will be affected.

Effective Date

The provision is effective for transactions occurring after the date
of enactment (August 8, 2005).

5. Credit for production from advanced nuclear power fa-
cilities (sec. 1306 of the Act and new sec. 45J of the
Code)

Present Law

An income tax credit is allowed for production of electricity from
qualified facilities sold by the taxpayer to an unrelated person (sec.
45). Qualified facilities comprise wind energy facilities, “closed-
loop” biomass facilities, open-loop biomass (including agricultural
livestock waste nutrients) facilities, geothermal energy facilities,
solar energy facilities, small irrigation power facilities, landfill gas
facilities, and trash combustion facilities. The base amount of the
credit is 1.5 cents per kilowatt-hour (indexed for inflation) of elec-
tricity produced. The amount of the credit is 1.9 cents per kilowatt-
hour for 2005. However, electricity produced at open-loop biomass,
small irrigation power, and municipal solid waste facilities receives
only 50 percent of the credit, or 0.9 cents per kilowatt-hour for
2005. Generally, wind and closed-loop biomass facilities may claim
this credit for 10 years from the placed-in-service date of the facil-
ity. Other qualified facilities may claim the credit for only five
years from the placed-in-service date.

Present law does not provide a credit for electricity produced at
advanced nuclear power facilities.

Explanation of Provision

The Act permits a taxpayer producing electricity at a qualifying
advanced nuclear power facility to claim a credit equal to 1.8 cents
per kilowatt-hour of electricity produced for the eight- year period
starting when the facility is placed in service.35 The aggregate
amount of credit that a taxpayer may claim in any year during the

35The 1.8-cents credit amount is reduced, but not below zero, if the annual average contract
price per kilowatt-hour of electricity generated from advanced nuclear power facilities in the
preceding year exceeds eight cents per kilowatt-hour. The eight-cent price comparison level is
indexed for inflation after 1992.
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eight-year period is subject to limitation based on allocated capac-
ity and an annual limitation as described below.

A qualifying advanced nuclear facility is an advanced nuclear fa-
cility for which the taxpayer has received an allocation of megawatt
capacity from the Secretary and is placed in service before January
1, 2021. The taxpayer may only claim credit for production of elec-
tricity equal to the ratio of the allocated capacity that the taxpayer
receives from the Secretary to the rated nameplate capacity of the
taxpayer’s facility. For example, if the taxpayer receives an alloca-
tion of 750 megawatts of capacity from the Secretary and the tax-
payer’s facility has a rated nameplate capacity of 1,000 megawatts,
then the taxpayer may claim three-quarters of the otherwise allow-
able credit, or 1.35 cents per kilowatt-hour, for each kilowatt-hour
of electricity produced at the facility (subject to the annual limita-
tion described below). The Secretary may allocate up to 6,000
megawatts of capacity.

A taxpayer operating a qualified facility may claim no more than
$125 million in tax credits per 1,000 megawatts of allocated capac-
ity in any one year of the eight-year credit period. If the taxpayer
operates a 1,350 megawatt rated nameplate capacity system and
has received an allocation from the Secretary for 1,350 megawatts
of capacity eligible for the credit, the taxpayer’s annual limitation
on credits that may be claimed is equal to 1.35 times $125 million,
or $168.75 million. If the taxpayer operates a facility with a name-
plate rated capacity of 1,350 megawatts, but has received an alloca-
tion from the Secretary for 750 megawatts of credit eligible capac-
ity, then the two limitations apply such that the taxpayer may
claim a credit equal to 1 cent per kilowatt-hour of electricity pro-
duced (as described above) subject to an annual credit limitation of
$93.75 million in credits (three-quarters of $125 million).

An advanced nuclear facility is any nuclear facility for the pro-
duction of electricity, the reactor design for which was approved
after 1993 by the Nuclear Regulatory Commission. For this pur-
pose, a qualifying advanced nuclear facility does not include any fa-
cility for which a substantially similar design for a facility of com-
parable capacity was approved before 1994.

In addition, the credit allowable to the taxpayer is reduced by
reason of grants, tax-exempt bonds, subsidized energy financing,
and other credits, but such reduction cannot exceed 50 percent of
the otherwise allowable credit. The credit is treated as part of the
general business credit.

Effective Date

The provision applies to electricity produced in taxable years be-
ginning after the date of enactment (August 8, 2005).

6. Credit for investment in clean coal facilities (sec. 1307 of
the Act and new secs. 48A and 48B of the Code)

Present Law

Present law does not provide an investment credit for electricity
production facilities property that uses coal as a fuel or for the gas-
ification of coal or other materials. However, a nonrefundable, 10-
percent investment tax credit (“energy credit”) is allowed for the
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cost of new property that is equipment (1) that uses solar energy
to generate electricity, to heat or cool a structure, or to provide
solar process heat, or (2) that is used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage (sec. 48). The energy credit is a component of the
general business credit (sec. 38(b)(1)).

Explanation of Provision 3¢

The provision creates two new 20-percent investment tax credits.
Both credits are available only to projects certified by the Secretary
of Treasury, in consultation with the Secretary of Energy. Certifi-
cations are issued using a competitive bidding process.

With respect to the first investment tax credit, the Secretary may
allocate investment credits for projects using integrated gasification
combined cycle (“IGCC”) and other advanced coal-based electricity
generation technologies based on the amount invested. Qualified
projects must be economically feasible and use the appropriate
clean coal technologies. The Secretary may allocate $800 million of
credits to IGCC projects and $500 million of credits to projects
using other advanced coal-based technologies.

In determining which projects to certify that use IGCC tech-
nology, the Secretary must allocate power generation capacity in
relatively equal amounts to projects that use bituminous coal, sub-
bituminous coal, and lignite as primary feedstock. In addition, the
Secretary must give high priority to projects which include green-
house gas capture capability, increased by-product utilization, and
other benefits.

Under the provision, the credit available to IGCC projects is 20
percent of qualified investments, and the credit for other advanced
coal-based projects is 15 percent of qualified investments. With re-
spect to IGCC projects, credit-eligible investments include only in-
vestments in property associated with the gasification of coal, in-
cluding any coal handling and gas separation equipment. Thus, in-
vestments in equipment that could operate by drawing fuel directly
from a natural gas pipeline do not qualify for the credit.

With respect to the second investment tax credit, the provision
authorizes certification of certain gasification projects. Qualified
gasification projects convert coal, petroleum residue, biomass, or
other materials recovered for their energy or feedstock value into
a synthesis gas composed primarily of carbon monoxide and hydro-
gen for direct use or subsequent chemical or physical conversion.
Under the provision, certified gasification projects are eligible for
the new 20 percent investment tax credit.

Under the provision, the total amount of gasification credits allo-
cable by the Secretary is $350 million. In addition, a maximum of
$650 million of credit-eligible investment may be allocated to any
single gasification project. The provision specifies that only prop-
erty which is part of a qualifying gasification project and necessary
for the gasification technology of such project is eligible for the gas-
ification credit.

36 The provision was subsequently modified in Division A, section 201 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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Effective Date

The credits apply to periods after the date of enactment (August
8, 2005), under rules similar to the rules of section 48(m) (as in ef-
fect before its repeal).

7. Transmission property treated as fifteen-year property
(sec. 1308 of the Act and sec. 168 of the Code)

Present Law

The applicable recovery period for assets placed in service under
the Modified Accelerated Cost Recovery System is based on the
“class life of the property.” The class lives of assets placed in serv-
ice after 1986 are generally set forth in Revenue Procedure 87—
56.37 Assets used in the transmission and distribution of electricity
for sale and related land improvements are assigned a 20—year re-
covery period and a class life of 30 years.

Explanation of Provision

The provision establishes a statutory 15-year recovery period and
a class life of 30 years for certain assets used in the transmission
of electricity for sale and related land improvements. For purposes
of the provision, section 1245 property used in the transmission at
69 or more kilovolts of electricity for sale, the original use of which
commences with the taxpayer after April 11, 2005, will qualify for
the new recovery period.

Effective Date

The provision is generally effective for property placed in service
after April 11, 2005. However, the provision does not apply to prop-
erty which is the subject of a binding contract on or before April
11, 2005.38

8. Amortization of atmospheric pollution control facilities
(sec. 1309 of the Act and sec. 169 of the Code)

Present Law

In general, a taxpayer may elect to recover the cost of any cer-
tified pollution control facility over a period of 60 months.32 A cer-
tified pollution control facility is defined as a new, identifiable
treatment facility which (1) is used in connection with a plant in
operation before January 1, 1976, to abate or control water or at-
mospheric pollution or contamination by removing, altering, dis-
posing, storing, or preventing the creation or emission of pollut-
ants, contaminants, wastes or heat; and (2) does not lead to a sig-
nificant increase in output or capacity, a significant extension of
useful life, a significant reduction in total operating costs for such
plant or other property (or any unit thereof), or a significant alter-

371987-2 C.B. 674 (as clarified and modified by Rev. Proc. 88-22, 1988-1 C.B. 785).

38In the case of self-constructed property, the provision does not apply to property under con-
struction on or before April 11, 2005

39 Sec. 169. For purposes of computing alternative minimum taxable income, the depreciation
deduction is determined using the straight-line method over the applicable regular tax recovery
period.
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ation in the nature of a manufacturing production process or facil-
ity. Certification is required by appropriate State and Federal au-
thorities that the facility complies with appropriate standards.

For a pollution control facility with a useful life greater than 15
years, only the portion of the basis attributable to the first 15 years
is eligible to be amortized over a 60-month period.4° In addition,
a corporate taxpayer must reduce the amount of basis otherwise el-
igible for the 60-month recovery by 20 percent.4l The amount of
basis not eligible for 60-month amortization is depreciable under
the regular tax rules for depreciation.

Explanation of Provision

Under the provision, a certified air pollution control facility (but
not a water pollution control facility) used in connection with an
electric generation plant which is primarily coal fired will be eligi-
ble for 84-month amortization if the associated plant or other prop-
erty was not in operation prior to January 1, 1976. The present-
law 60-month amortization period remains in effect for any cer-
tified air pollution control facility used in connection with an elec-
tric generation plant which is primarily coal fired and which was
in operation prior to January 1, 1976.

In the case of a facility used in connection with a plant or other
property not in operation before January 1, 1976, the facility must
be property that either (i) the construction, reconstruction, or erec-
tion of which is completed by the taxpayer after April 11, 2005 (to
the extent of the portion of the basis properly attributable to the
construction, reconstruction, or erection after that date), or (ii) is
acquired after April 11, 2005, if the original use of the property
commences with the taxpayer after that date. The provision does
not change the present-law rules relating to corporate taxpayers or
to pollution control facilities with a useful life greater than 15
years, and the provision does not modify in any way the treatment
of water pollution control facilities.

Effective Date

The provision is effective for air pollution control facilities placed
in service after April 11, 2005.

9. Modification to special rules for nuclear decommissioning
costs (sec. 1310 of the Act and sec. 468A of the Code)

Present Law

Overview

Special rules dealing with nuclear decommissioning reserve
funds were enacted in the Deficit Reduction Act of 1984 (“1984
Act”), when tax issues regarding the time value of money were ad-
dressed generally. Under general tax accounting rules, a deduction
for accrual basis taxpayers is deferred until there is economic per-

40The amount attributable to the first 15 years is equal to an amount which bears the same
ratio to the portion of the adjusted basis of the facility, which would be eligible for amortization
but for the application of this rule, as 15 bears to the number of years of useful life of the facil-

ity.
41 Sec. 291(a)(5).
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formance for the item for which the deduction is claimed. However,
the 1984 Act contains an exception under which a taxpayer respon-
sible for nuclear powerplant decommissioning may elect to deduct
contributions made to a qualified nuclear decommissioning fund for
future decommissioning costs. Taxpayers who do not elect this pro-
vision are subject to general tax accounting rules.

Qualified nuclear decommissioning fund

A qualified nuclear decommissioning fund (a “qualified fund”) is
a segregated fund established by a taxpayer that is used exclu-
sively for the payment of decommissioning costs, taxes on fund in-
come, management costs of the fund, and for making investments.
The income of the fund is taxed at a reduced rate of 20 percent for
taxable years beginning after December 31, 1995.42

Contributions to a qualified fund are deductible in the year made
to the extent that these amounts were collected as part of the cost
of service to ratepayers (the “cost of service requirement”).43 Funds
withdrawn by the taxpayer to pay for decommissioning costs are
included in the taxpayer’s income, but the taxpayer also is entitled
to a deduction for decommissioning costs as economic performance
for such costs occurs.

Accumulations in a qualified fund are limited to the amount re-
quired to fund decommissioning costs of a nuclear powerplant for
the period during which the qualified fund is in existence (gen-
erally post-1984 decommissioning costs of a nuclear powerplant).
For this purpose, decommissioning costs are considered to accrue
ratably over a nuclear powerplant’s estimated useful life. In order
to prevent accumulations of funds over the remaining life of a nu-
clear powerplant in excess of those required to pay future decom-
missioning costs of such nuclear powerplant and to ensure that
contributions to a qualified fund are not deducted more rapidly
than level funding (taking into account an appropriate discount
rate), taxpayers must obtain a ruling from the IRS to establish the
maximum annual contribution that may be made to a qualified
fund (the “ruling amount”). In certain instances (e.g., change in es-
timates), a taxpayer is required to obtain a new ruling amount to
reflect updated information.

A qualified fund may be transferred in connection with the sale,
exchange or other transfer of the nuclear powerplant to which it re-
lates. If the transferee is a regulated public utility and meets cer-
tain other requirements, the transfer will be treated as a non-
taxable transaction. No gain or loss will be recognized on the trans-
fer of the qualified fund and the transferee will take the trans-
feror’s basis in the fund.#* The transferee is required to obtain a

42 As originally enacted in 1984, a qualified fund paid tax on its earnings at the top corporate
rate and, as a result, there was no present-value tax benefit of making deductible contributions
to a qualified fund. Also, as originally enacted, the funds in the trust could be invested only
in certain low risk investments. Subsequent amendments to the provision have reduced the rate
of tax on a qualified fund to 20 percent and removed the restrictions on the types of permitted
investments that a qualified fund can make.

43Taxpayers are required to include in gross income customer charges for decommissioning
costs (sec. 88).

44Treas. Reg. sec. 1.468A-6.
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new ruling amount from the IRS or accept a discretionary deter-
mination by the IRS.45

Nongqualified nuclear decommissioning funds

Federal and State regulators may require utilities to set aside
funds for nuclear decommissioning costs in excess of the amount al-
lowed as a deductible contribution to a qualified fund. In addition,
taxpayers may have set aside funds prior to the effective date of
the qualified fund rules.46 The treatment of amounts set aside for
decommissioning costs prior to 1984 varies. Some taxpayers may
have received no tax benefit while others may have deducted such
amounts or excluded such amounts from income. Since 1984, tax-
payers have been required to include in gross income customer
charges for decommissioning costs (sec. 88), and a deduction has
not been allowed for amounts set aside to pay for decommissioning
costs except through the use of a qualified fund. Income earned in
a nonqualified fund is taxable to the fund’s owner as it is earned.

Explanation of Provision

Repeal of cost of service requirement

The provision repeals the cost of service requirement for deduct-
ible contributions to a nuclear decommissioning fund. Thus, all tax-
payers, including unregulated taxpayers, are allowed a deduction
for amounts contributed to a qualified fund.

Permit contributions to a qualified fund for pre-1984 decom-
missioning costs

The provision also repeals the limitation that a qualified fund
only accumulate an amount sufficient to pay for a nuclear power-
plant’s decommissioning costs incurred during the period that the
qualified fund is in existence (generally post-1984 decommissioning
costs). Thus, any taxpayer is permitted to accumulate an amount
sufficient to cover the present value of 100 percent of a nuclear
powerplant’s estimated decommissioning costs in a qualified fund.
The provision does not change the requirement that contributions
to a qualified fund not be deducted more rapidly than level fund-
ing.

Exception to ruling amount for certain decommissioning
costs

The provision permits a taxpayer to make contributions to a
qualified fund in excess of the ruling amount in one circumstance.
Specifically, a taxpayer is permitted to contribute up to the present
value of total nuclear decommissioning costs with respect to a nu-
clear powerplant previously excluded under section 468A(d)(2)(A).47
It is anticipated that an amount that is permitted to be contributed
under this special rule shall be determined using the estimate of

45Treas. Reg. sec. 1.468A—6(f).

46 These funds are generally referred to as “nonqualified funds.”

47For example, if %100 is the present value of the total decommissioning costs of a nuclear
powerplant, and if under present law the qualified fund is only permitted to accumulate $75
of decommissioning costs over such plant’s estimated useful life (because the qualified fund was
not in existence during 25 percent of the estimated useful life of the nuclear powerplant), a tax-
payer could contribute $25 to the qualified fund under this component of the provision.
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total decommissioning costs used for purposes of determining the
taxpayer’s most recent ruling amount. Any amount transferred to
the qualified fund under this special rule is allowed as a deduction
over the remaining useful life of the nuclear powerplant.4® If a
qualified fund that has received amounts under this rule is trans-
ferred to another person, the transferor will be permitted a deduc-
tion for any remaining deductible amounts at the time of transfer.

The provision requires that a taxpayer apply for a new ruling
amount with respect to a nuclear powerplant in any tax year in
which the powerplant is granted a license renewal, extending its
useful life.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2005.

10. Five-year carryback of net operating losses for certain
electric utility companies (sec. 1311 of the Act and sec.
172 of the Code)

Present Law

A net operating loss (“NOL”) is, generally, the amount by which
a taxpayer’s allowable deductions exceed the taxpayer’s gross in-
come. A carryback of an NOL generally results in the refund of
Federal income tax for the carryback year. A carryover of an NOL
reduces Federal income tax for the carryover year.

In general, an NOL may be carried back two years and carried
over 20 years to offset taxable income in such years.#® Under
present-law ordering rules, NOLs generally are first applied to the
earliest of the taxable years to which the loss may be carried.50

Different rules apply with respect to NOLs arising in certain cir-
cumstances. For example, a three-year carryback applies with re-
spect to NOLs (1) arising from casualty or theft losses of individ-
uals, or (2) attributable to Presidentially declared disasters for tax-
payers engaged in a farming business or a small business. A five-
year carryback period applies to NOLs from a farming loss (regard-
less of whether the loss was incurred in a Presidentially declared
disaster area). Special rules also apply to real estate investment
trusts (no carryback), specified liability losses (10-year carryback),
and excess interest losses (no carryback to any year preceding a
corporate equity reduction transaction).

Section 202 of the Job Creation and Worker Assistance Act of
200251 (“JCWAA”) provided a temporary extension of the general
NOL carryback period to five years (from two years) for NOLs aris-
ing in taxable years ending in 2001 and 2002. In addition, the five-
year carryback period applies to NOLs from these years that qual-
ify under present law for a three- year carryback period (i.e., NOLs

48 A taxpayer recognizes no gain or loss on the contribution of property to a qualified fund
under this special rule. The qualified fund will take a transferred (carryover) basis in such prop-
erty. Correspondingly, a taxpayer’s deduction (over the estimated life of the nuclear powerplant)
is to be based on the adjusted tax basis of the property contributed rather than the fair market
value of such property.

49 Sec. 172.

50 Sec. 172(b)(2).

51Pub. L. No. 107-147.
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arising from casualty or theft losses of individuals or attributable
to certain Presidentially declared disaster areas).

A taxpayer can elect to forgo the five-year carryback period. The
election to forgo the five-year carryback period is made in the man-
ner prescribed by the Secretary of the Treasury and must be made
by the due date of the return (including extensions) for the year of
the loss. The election is irrevocable. If a taxpayer elects to forgo the
five-year carryback period, then the losses are subject to the rules
that otherwise would apply under section 172 absent the provision.

Explanation of Provision

The provision provides an election for certain electric utility com-
panies to extend the carryback period to five years for a portion of
NOLs arising in 2003, 2004, and 2005 (“loss years”). The election
may be made during any taxable year ending after December 31,
2005, and before January 1, 2009 (“election years”). An electing
taxpayer must specify to which loss year the election applies.

The portion of the loss year NOL to which the election may apply
is limited to 20 percent of the amount of the taxpayer’s qualifying
investment in the taxable year prior to the year in which the elec-
tion is made (the “qualifying investment limitation”). Rules similar
to those applicable to specified liability losses apply, and any re-
maining portion of the loss year NOL remains subject to the
present law NOL carryover rules. Only one election may be made
in any election year, and elections may not be made for more than
one election year beginning in the same calendar year. Thus, for
example, a taxpayer with two short taxable years beginning in cal-
endar year 2006 1s eligible to make an election under this provision
in only one of those two short taxable years. Once an election has
been made with respect to a loss year, no subsequent election is
available with respect to that loss year.

For purposes of calculating interest on overpayments, any over-
payment resulting from a five-year NOL carryback elected under
this provision is deemed not to have been made prior to the filing
date for the taxable year in which the election is made. The statute
of limitations for refund claims, and that for assessment of defi-
ciencies, are also extended.

An election under this provision is made in such manner as the
Secretary may prescribe. However, Congress expects that the filing
of a refund claim will be considered sufficient for making the elec-
tion, provided that the taxpayer attaches to the refund claim a
statement specifying the election year, the loss year, and the
amount of qualifying investment in electric transmission property
and pollution control facilities in the preceding taxable year.

Under the provision, an investment in electric transmission prop-
erty qualifies if it is a capital expenditure made by the taxpayer
which is attributable to electric transmission property used by the
taxpayer in the transmission at 69 or more kilovolts of electricity
for sale. An investment in pollution control equipment qualifies if
it is a capital expenditure, made by an electric utility company (as
defined in the Public Utility Holding Company Act as in effect on
the day before the date of enactment of the provision), which is at-
tributable to a facility which will qualify as a certified pollution
control facility, generally as defined under section 169(d)(1) but
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without regard to the requirements therein that the facility be new
or that it be used in connection with a plant or other property in
operation before January 1, 1976.

The Congress recognizes that a significant amount of time may
be required between the date of a capital expenditure for electric
transmission property or pollution control equipment and the date
the property is placed in service. Accordingly, there is no require-
ment that the transmission property or pollution control facilities
be placed in service in the year in which the capital expenditures
are incurred. However, it is intended that qualifying investment
under the provision includes only capital expenditures to which the
taxpayer is committed and with respect to property which the tax-
payer intends to ultimately place in service in the taxpayer’s trade
or business. Under the provision, capital expenditur